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BEFORE 1962, income tax law offered retirement tax benefits only to employees. A self-employed businessman was not considered an 
employee unless he incorporated his business. By incorporating he could 
be an employee of his own corporation. 
In 1962, Congress passed a law known as the Keogh Act, H.R. 10, 
or the Self-Employed Retirement Act. The purpose of this law was to 
encourage retirement planning by self-employed individuals by giving 
them many of the tax benefits already enjoyed by corporate employees. 
Retirement benefits under a self-employed retirement plan would sup-
plement social security. 
In 1966, the self-employed retirement law was amended to provide 
more liberal retirement benefits. The amendments, effective in 1968, 
make this law more attractive to self-employed business and profes-
sional men. 
This circular discusses the tax benefits available, the requirements 
that must be met to qualify for them, various methods of funding a 
program together with their advantages and disadvantages, and ways of 
establishing a self-employed retirement plan. 
Who Is Eligible? 
If you are a self-employed businessman or professional man, you 
are eligible to set up your own retirement plan. Farmers, grocers, house 
painters, artists, doctors, lawyers, ministers, consultants, landlords who 
participate in management of a farm, and many others - all may be 
eligible to start a retirement plan. 
A partnership may establish a retirement plan if the controlling 
partner or partners want to do so. However, one partner cannot set up 
a retirement plan just for himself. 
How Much Is Paid In? 
A person may contribute up to 10 percent of his earned income to a 
retirement plan each year, with a maximum contribution of $2,500 in 
any one year. "Earned income" is generally defined as income from 
1 N. G. P. Krausz is Professor of Agricultural Law and J. John Henderson 
was formerly Assistant Professor of Agricultural Law. 
[ 2 ] 
personal services. For operating farmers, it is the net business profit 
shown on Schedule F. 
Investment income with no element of personal service does not 
meet the "earned income" test. For example, interest, dividends on 
stock, or pure rent (where the landlord does not assume a management 
role) are not earned income and cannot be used in figuring one's con-
tribution to a plan. 
What Is the Income Tax Advantage? 
Contributions to a retirement plan are now fully deductible. The 
deduction for employees is shown on Schedule F. The deduction for 
the "owner-employee" is claimed on page two, form 1040. Income tax 
form 2950 SE must be filed with the income tax return to substantiate 
the deduction. The table below illustrates the tax savings that are pos-
sible with a self-employed retirement plan. 
Another income tax advantage is that the retirement fund is tax-
sheltered- which means that earnings from the fund are not taxed 
until distributed to the beneficiary at retirement. The result is that a 
tax-sheltered fund will grow much more than one that is subject to 
current taxes. Assume, for example, that a 35-year-old married man 
has a taxable income of $15,000 per year and pays in $1,500 per year 
for retirement. If he invests this amount in an unsheltered plan earn-
ing a 5-percent return, he must pay income tax on the money contributed 
and also on the earnings of the fund. By the time he reaches age 65, 
he will have accumulated $62,863. On the other hand, if he invests 
$1,500 per year at 5 percent in a tax-sheltered retirement plan, his re-
tirement fund will total $104,641 at age 65. 
YEARLY TAX SAVINGS RESULTING FROM CONTRIBUTIONS 
TO A SELF-EMPLOYED RETIREMENT PLAN 
Earned 
income 
10% deducted 
for retirement 
contribution 
$ 8,000 . .. ............... . 
10,000 ...... . .......... . 
12,000 ..... . .. ...... . .. . . 
14,000 . .. .. ..... . ... . .. . . 
16,000 ...... . . .. . 
18,000 . . . ... . ...... . .... . 
20,000 .............. . ... . 
25,000 . ............ .. .. . . 
$ 800 
1,000 
1,200 
1,400 
1,600 
1,800 
2,000 
2,500 
Yearly income tax savingsa 
Single Husband Husband, 
wife person and wife 
and child 
$194 $152 $152 
262 190 190 
344 264 253 
448 308 308 
576 388 370 
700 450 450 
822 524 506 
1,182 752 728 
a As long as the temporary income tax surcharge is in effect, income tax savings will be 
10 percent more than those listed in the table. 
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It must be kept in mind that this fund will be subject to income tax 
when distributed at retirement, but a special taxing formula reduces 
the tax. Furthermore, after retirement, most persons are likely to be in 
a lower tax bracket than during their working years. 
Even if a lump sum is taken in the year of retirement, there would 
be a substantial saving. Using the above example, if the entire $104,641 
is withdrawn in one year, and the retiree has no other income, the tax 
would be $19, 140. This leaves a retirement fund of $85,501 after taxes 
compared to $62,863 without the tax shelter. The tax-sheltered fund 
therefore provides an additional $22,638 for retirement living. Tax 
savings generally are larger if the sheltered fund is distributed to the 
retiree over a period of years in the form of an annuity. 
Must Employees Be Covered? 
A self-employed individual establishing a retirement program for 
himself must provide equal coverage for all full-time employees with at 
least three years' service. If an employer contributes 10 percent of 
earned income for himself, he must also contribute 10 percent of each 
qualified employee's salary for the benefit of that employee. 
Employees with less than three years' service may be covered by 
the plan but they do not have to be included. There is one exception 
-if a self-employed person has been in business for less than three 
years, employees with a term of employment equal to his must be 
covered. For example, if Mr. Jones establishes a plan two years after 
going into business, all full-time employees with two years' service must 
be covered. 
Part-time employees (those who work less than 20 hours per week) 
or seasonal employees (those who work less than 5 months per year) 
need not be covered by the plan. 
It is sometimes easier to find and keep qualified employees if they 
are assured of a sound retirement program. An added advantage for 
the employee is that he has a "vested right" to the contributions that 
have been made for him. That is, if he leaves his job, he can withdraw 
his fund and take it with him. 
If there are several full-time employees in a business, the cost of 
their retirement programs may outweigh any income tax benefits that 
the employer can personally derive from a retirement program. By 
filling in the worksheet on page 10, you can determine the benefits you 
can achieve personally as compared to the expense of covering your 
employees. 
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Should a Pension Plan or a Profit-Sharing Plan Be Used? 
A self-employed retirement plan may be one of two basic types- a 
pension plan or a profit-sharing plan. 
A pension plan requires either definite retirement benefits or definite 
annual contributions. Normally there will be a fixed annual cost to the 
employer. Contributions for employees must be made whether the em-
ployer has profits or not. 
Under a profit-sharing plan, however, the employer's contributions 
come only out of profits. If there are no profits, no contributions are 
required. A self-employed individual with employees therefore may 
prefer a profit-sharing plan. However, a profit-sharing plan must have 
a definite formula for determining contributions out of profits for the 
employees' retirement fund. 
When Does Retirement Start? 
The law provides that retirement plans may not begin paying benefits 
to the self-employed before age 59Yz. An employees' retirement plan, 
however, may provide for a younger retirement age. It may also pro-
vide for a retirement age above 59Yz. If so, the self-employed individual 
may not draw on his own fund before reaching that age. 
Because of these restrictions on withdrawals, a person should not 
establish a retirement fund with money he expects to use or would like to 
use for some other purpose before retirement age. There are income 
tax penalties for early withdrawal except in case of disability or death. 
If an individual becomes disabled before retirement age, he may 
start receiving benefits; or if he dies, his beneficiary is entitled to bene-
fits. A person is considered disabled if he is unable to engage in any 
substantial gainful activity because of a physical or mental impairment 
which can be expected to result in death or be of long and indefinite 
duration. 
Benefits must begin by the end of the tax year in which age 70Yz 
is reached. 
How Is a Plan Funded? 
Self-employed retirement plans may be funded in several ways-
by a trust, by direct purchase of annuity contracts from a life insurance 
company, by the use of a custodial account, or by purchase of a special 
series of U.S. Government retirement bonds. The type of investment 
authorized depends on which method of funding is selected. 
Trusts. With a trust, money or property is transferred to a 
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trustee who manages and invests it for the beneficiaries of the trust 
fund. Investments are made in the name of the trustee. 
In most cases, the trustee under a self-employed retirement plan 
must be a bank or trust company which is subject to regulation under 
the state banking laws. However, if investments are limited to special 
annuity, endowment, or life insurance contracts/ any qualified individ-
ual including the self-employed person or a member of his family may 
be trustee. 
A bank or trust company, serving as trustee, may invest in nearly 
any form of investment including common or preferred stock, mutual 
funds, real estate mortgages, bonds, and annuity and insurance con-
tracts. The person establishing the trust may, if he wishes, retain con-
trol of the kind of investment for his retirement fund. This assumes, 
however, that the particular bank has established a plan for the various 
kinds of investment. Investments are limited to those stated by the 
trust agreement with the bank. 
Direct purchase of annuities. A self-employed individual under 
a retirement plan may purchase non-transferable annuities or certain 
other kinds of insurance contracts directly from a life insurance com-
pany for himself or his employees. A trust may be used but it is not 
necessary under the law. 
Several types of annuities are available from commercial insurance 
companies. The traditional type pays a fixed monthly income for life 
beginning at some stated age, such as 65, or a guaranteed monthly income 
for a fixed number of years. 
A variable annuity also can be purchased under a retirement plan. 
The return on a variable annuity is not fixed but fluctuates with the 
value of the company's investment portfolio. If the value of securities 
owned by the company increases, the retirement benefit for the individ-
ual also increases. Thus, the variable annuity tends to provide a hedge 
against inflation. Another form of annuity which may be purchased 
directly is a non-transferable "face amount certificate"2 issued by regu-
lated investment companies. 
It is important to note that transferable annuities cannot be pur-
chased directly under a self-employed retirement plan. An annuity is 
1 Only certain life insurance contracts qualify for tax benefits under a retire-
ment plan. Contracts must be non-transferable. Death benefits may not exceed 
100 times the monthly retirement income the policy would provide. Ordinary life 
insurance policies do not provide sufficient retirement benefits to qualify. 
2 An investment contract which can be purchased with a lump sum payment 
or with periodic payments over a stated period. At maturity, the investor may 
receive the face amount in a lump sum or periodic payments. 
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transferable if the owner can sell, assign, discount it, or use it as col-
lateral for a loan. 
The employee, however, can designate a beneficiary to receive the 
proceeds after his death or elect to receive an annuity for the joint lives 
of himself and another person. 
Custodial accounts. A special "custodial" bank account may be 
used as a substitute for or in addition to a trust or direct purchase of 
annuities. This account uses an independent third party (the bank) 
similarly to a trust but with less formality than a trust. 
If a custodial account is used, investments are restricted. Invest-
ments must be made wholly in annuity, endowment, or life insurance 
contracts issued by an insurance company; or wholly in mutual fund 
shares. One account may contain mutual funds or insurance but 
not both. 
In establishing an account you may select which of these two invest-
ments will be made but the bank as custodian must be the shareholder of 
record of mutual fund shares or the holder of insurance contracts. If 
you wish, two custodial accounts can be used- one for each type of 
investment. 
Bond purchase plan. Another method of funding a self-employed 
retirement plan is to purchase a special series of U.S . Government 
bonds. These bonds can be purchased as part of a trust (but the bond 
must be issued in the name of the individual beneficiary) or they may 
be purchased directly from the government. 
"Retirement bonds" have the following special features: They ( 1) 
provide for payment of interest only upon redemption; (2) are issued 
only in the names of individuals; ( 3) cease to bear interest not later 
than five years after the death of the named individual ; ( 4) are re-
deemable only upon the death of the named individual, his dis~bility, 
or his attainment of the age of 59Vz; ( 5) are non-transferable. 
These bonds are available in denominations of $50, $100, $500 and 
$1,000 and bear interest at the rate of 4.15% . 
A bond purchase plan may be attractive because of its stability and 
simplicity but it is the least flexible of the funding alternatives. 
How Is a Plan Established? 
To establish a self-employed retirement plan, a person must sign 
documents which contain the terms of the plan and which indicate that 
all legal requirements have been met. 
A simple and practical way to establish a plan is to join one which 
is in existence. Many banks, insurance companies, mutual funds, and 
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professional associations have set up master or prototype plans which 
permit an individual businessman to join by signing a simple affiliation 
agreement and filing a one-page form (Treasury Form 3673) with the 
District Director of Internal Revenue. The form provides the Internal 
Revenue Service with information to determine in advance whether 
the individual qualifies for favorable tax treatment under the plan. 
When joining a master or prototype plan, be sure that it too has re-
ceived approval from the Treasury Department. 
Master or prototype plans may be used for any of the investments 
authorized by the law. The plan itself will normally state which of the 
authorized investments will be used. Some will be geared to investment 
in annuities and life insurance, others to mutual funds, and still others 
may use a trust to allow investment in a broader range of securities in-
cluding common stocks. A master or prototype plan may channel its 
investments through a trust or custodial account. 
A plan funded through direct purchase of annuity or insurance con-
tracts from your insurance agent will normally be established according 
to the company's prototype plan. 
The distinction between a master plan and a prototype plan depends 
primarily on whether the sponsor organization administers the plan and 
manages the investments. A master plan is administered and managed 
by the sponsor organization; a prototype plan is not. 
Another simple way to establish a self-employed retirement plan is 
to adopt a bond purchase plan with investments limited to the special 
series U.S. Government retirement bonds described previously. This 
can be done merely by filing U.S. Treasury Form 3673. No separate 
plan document is required. 
Retirement bonds may be purchased at any Federal Reserve bank 
or one of its branches or directly from the office of the U.S. Treasury. 
Banks and other financial institutions will take applications for purchase 
and redemption of these bonds for transmittal to the issuing agents. 
Sometimes a self-employed person may want to establish his own 
plan for his business. For any plan other than the bond-purchase 
variety, however, it is necessary to follow a technical procedure for 
receiving plan approval from the Treasury Department. The procedure 
is complex and the plan should be drafted by an attorney. 
What Is the Best Investment Policy? 
Over the years a self-employed retirement plan will accumulate a 
large amount of money through contributions to the fund and earnings 
from those contributions. Before establishing a plan, give careful 
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thought to the type of investments which should be made. This de-
pends, among other things, on your age, income, and retirement ob-
jectives. An investment counselor should be consulted before making a 
decision. 
Life insurance annuities and government bonds are considered safe 
investments in that there is little, if any, danger that the principal will 
depreciate. The rate of return on such investments is relatively low. 
In an inflationary period, both bonds and annuity contracts lose their 
purchasing power. An exception is the variable annuity mentioned 
earlier. The value of this annuity increases or decreases in proportion 
to the insurance company's investment portfolio. 
Common stocks can be a good retirement fund investment. They 
are generally regarded as a "hedge" against inflation. A judicious 
combination of growth and income stocks is good protection against 
inflation and may provide a good return for reinvestment. 
If your self-employed retirement fund will not have sufficient funds 
to diversify investments in common stock, it may be wise to join a 
master plan. This pools your fund with others for investment. 
Diversification can also be achieved by investing in mutual funds. 
Mutual fund companies sell shares to the public and invest the money 
received in shares of common and preferred stock. They generally at-
tempt to invest in a broad range of securities thereby reducing the risk 
of large commitments in the shares of individual companies. 
Some of the funds are designed to maximize current income, others 
are geared toward long-term growth. A combination of the two could 
provide an increasing amount of capital for reinvestment plus a hedge 
against inflation. 
Is a Self-Employed Retirement Plan for You? 
A self-employed retirement plan offers real advantages to many 
individuals- especially those in the higher income tax brackets. For 
others, the special requirements necessary to qualify for favorable tax 
treatment, such as including employees, may impose a burden which 
outweighs any tax advantage. 
If you are contemplating a retirement program, you should care-
fully weigh the advantages against the disadvantages in your particular 
situation. To find out what benefit a retirement plan might have for 
you, insert your own figures in the work sheet on page 10. You may 
also find professional advice very helpful. With careful advance plan-
ning you can realize the full benefits and avoid some of the pitfalls of 
a self-employed retirement plan. 
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SELF-EMPLOYED RETIREMENT PLAN WORK SHEET 
Without a plan Example 
Self employment earnings after 
deducting business expenses 
(Form 1040, Schedule F) ... . .. . $14,000 
Personal exemptions ($600 per 
dependent, including self) . . .. . . $1,800 
Itemized deductions .. . .. . ..... 1,400 
Total deductions . . . . . . . . . . . . 3, 200 
Taxable income. . . .... . . . . . . . . 10,800 
Estimated tax .. . . .......... . . 
Under a qualified Keogh plan 
(Assume maximum contribution 
for employees and employer) 
Employer contribution of 10 
percent of a total employees' 
salary of $10,000 . . . . . . . . . . . . . . $1,000 
Employer contribution for self. . 1,400 
Total contributions ... . . . . . . . $ 2,400 
Reduced taxable income ....... . 
Estimated tax .. .. . .... . ..... . 
Reduction in tax (tax savings) . . 
Summary 
Total contribution for employer 
and employees . ...... . ....... . 
Tax savings ................. . 
Cost to employer ............. . 
8,400 
$ 2,400 
528 
$ 1 '872 
$1,996 
$1,468 
$ 528 
Your own figures 
$ __ 
$ __ (d) 
__ (c) 
$ __ 
$ __ (b) 
$ __ 
$ __ (a) 
$ _ _ 
$ _ _ 
$ _ _ ~ 
In summary, for an a nnual after-tax cost of (a) $ you would be able to invest ~ 
$ , including (c) $ for your own retirement and (d) $ f 
your employees. Thus, the cost of contributing (d ) $ _____ for your employees would 
reduced, or eliminated, by your yearly t ax savings of (e) $ ; yet you a re able to 1 
aside (c) $ _____ a year toward your own retirement, which will accumulate dividends cu 
capital gains on a tax-free basis. 
[ 10] 
SELF-EMPLOYED RETIREMENT PLAN WORK SHEET 
Without a plan Example 
Self employment earnings after 
deducting business expenses 
(Form 1040, Schedule F ) ...... . $14,000 
Personal exemptions ($600 per 
dependent, including self) ... .. . $1,800 
Itemized deductions. . . . . . . . . . . 1,400 
Total deductions. . . . . . . . . . . . 3, 200 
Taxable income. . . . . . . . . . . . . . . 10,800 
Estimated tax . .. ............ . 
Under a qualified Keogh plan 
(Assume maximum contribution 
for employees and employer) 
Employer contribution of 10 
percent of a total employees' 
salary of $10,000. . . . . . . . . . . . . . $1,000 
Employer contribution for self. . 1,400 
Total contributions .. . . . . . . . . $ 2,400 
Reduced taxable income .... ... . 
Estimated tax .... ...... ..... . 
Reduction in tax (tax savings) .. 
Summary 
Total contribution for employer 
and employees ... . ... . ... .... . 
Tax savings . . .. .... . ..... ... . 
Cost to employer . ....... .... . . 
8,400 
$ 2,400 
528 
$ 1,872 
$1,996 
$1,468 
$ 528 
Your own figures 
$ __ 
$ __ (d) 
__ (c) 
$ __ 
$ __ (b) 
$ __ 
$ __ (a) 
$ __ 
$ __ 
$ __ (e 
In summary, for an annual after-tax cost of (a) $ you would be able to invest ~ 
$ _____ , including (c) $ for your own retirement and (d) $ fa 
your employees. Thus, the cost of contributing (d) $ for your employees would b 
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aside (c) $ ______ a year toward your own retirement, which will accumulate dividends ani 
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INCOME TAX TABLES (for use with work sheet) 
Joint return 
Taxable 
mcome 
'$ 8,000 .. ...... 
12,000 .... . .. . 
16,000 .. . ... .. 
20,000 .... . . . . 
24,000 . .. ..... 
28,000 .. ...... 
32,000 ...... .. 
36,000 . ... .. . . 
40,000 ........ 
44,000 .. . . . ... 
T ax plus Pet. on 
excess 
$ 1,380 22 
2,260 25 
3,260 28 
4,380 32 
5,660 36 
7,100 39 
8,660 42 
10,340 45 
12,140 48 
14,060 50 
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Single return 
Taxable 
income 
$ 8,000 ....... 
10,000 ...... . 
12,000 ....... 
14,000 . . .. ... 
16,000 ...... . 
18,000 ....... 
20,000 . ...... 
22,000 .... ... 
26,000 . ... . .. 
32,000 ....... 
38,000 ....... 
44,000 ....... 
50,000 ....... 
$ 1,630 
2,190 
2,830 
3,550 
4,330 
5,170 
6,070 
7,030 
9,030 
12,210 
15,510 
18,990 
22,590 
28 
32 
36 
39 
42 
45 
48 
50 
53 
55 
58 
60 
62 
QUESTIONS DISCUSSED IN THIS CIRCULAR: 
Who is eligible for self-employed retirement plans? 
How much is paid in? 
What is the income tax advantage? 
Must employees be covered? 
Should a pension plan or a profit-sharing plan be used? 
When does retirement start? 
How is a plan funded? 
How is a plan established? 
What is the best investment policy? 
Is a self-employed retirement plan for you? 
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